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DEPARTMENT OF DEFENSE
OFFICE OF GENERAL COUNSEL

1600 DEFENSE PENTAGON
WASHINGTON, DC 203801-1800

May 15, 2001

MEMORANDUM FOR DIRECTOR, COMPETITIVE SOURCING AND PRIVATIZATION,
: OFFICE OF THE DEPUTY UNDER SECRETARY OF DEFENSE,
: INSTALLATIONS

SUBJECT: The 45% Limitation on Investments undex 10 U.S.C. 2875

The Military Housing Privatization Initiotive (MHPI) suthorizes the Secretary of 2
military department, inter alia, to “make investments in an cligible entity carrying out projects
for the acquisition or construction of housing units suitable for use as military family housing *
10 US.C. 2875(a). When the Secretary conveys land or facilities as part of its mvestment, the
total value of the investment "may not excood an amount equal to 45 percent of the capital cost
(s determined by the Secretary concamed) of the project or projects that the cligible entity
proposed to carry out.” 10 U.S.C. 2875(cX1).

You have asked this office for our legal opinion regarding the methodology for

“calculating the value of the government'’s investment as a percentage of the total capital cost of

tho privatization project in order to determine whether the level of Government investment
coruplies with the 45% limitation. Specifically, you usk (1) whether the value of the esscts that
the Government invests in a limited partnership pursuant to section 2875 of title 10, United
States Code, should be included in the capital cost of the project; and (2) what amount properly
repregeats the value of such asscts for the purposc of detarmining the Govemnment's
proportionate share of the capital cost of the project. As further expiained below, it is the
opinion of this office that (1) the adjusted basis of the assets that the Government invests in a
limitcd partnership is properly included in the capital cost of the project; and (2) the
Government's basis in those assets properly represcats the valuc of such assets for the purpose of
determining the Government's proportionate share of the capital cost of the project.

Capital cest, "with respect to a project for ths acquisition or construction of housing,
means the total amount of the costs included in the basis of the housing for Federel income tax
purposes.” 10 U.S.C. 2875(c)(2). Therefore, in order 10 determine the capital cost of & project,
we must answer two questions: (I) What is a "project for the acquisition or construction of
housing"; and (2), what costs efﬂn‘t housing are properly “included in the basis of the bousing
for Federal income tax purposes.”

The MHPI dofincs “a proiect for tho agguisition or conatruction of housing” as including
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not only the construction of new housing units but also "the improvement or rehabilitation of
existing units." 10 U.S.C. 2871(3). Accordingly, in the cantext of a capital cost determination,
"a project for the acquisition or construction of housing," refers to the entire project — new
construction and existing units.

Having determined that "a project for the acquisition or construstion of housing” includes
both new construction and existing units, the next step is to determine what coats of that project
are properly included in the basis of that project for federul income tax purposes. As & general
rule, the "basis of property shall be the cost of such property”. 26 U.S.C. 1012. Therefore,
whatcver the partaership spends to create the profect becores part of its basis in that project. In
simple terms, the total development cost of the project is the partnership's basis in the project. If
the project were starting from scrateh (i.e., all new construction without any contributed assets),
this would be the end of the inquiry. Howevex, cost is not the only compoaent of basiz when »
partner contribuics assets to the partnership and those asscts arc part of the project that the
partacrship will undertake. .

When 2 partner contributes asscts ©0 a partnership, the partnership’s basis in thoge assets

- 18 "the adjusted basis of such property to the contributing partner at the time of the contribution”
26 U.S.C. 723. The Goverument's adjusted basis in proparty under its contro] would be the
mitial "cost of stich property”, 26 U.S.C. 1012, plus #my other “zxpenditures . . . properly
chargeable to capital account” and less depreciation. 26 U.S.C. 1016. This amount is generally
represcnted by the depreciated book valuc or current plant value that the military department
maintains with respect to real property under its control. Conscquently, in addition to the costs
that the partnership expends in development of the assets and creation of ncw assets, the basis of
the project, and therefore the capital cost of the project, must also include the adjusted basis of
the asaets conzributed by the Govermment a2 the time of the contribution.

In addition 10 your question regarding capital ¢ost, you also asked us to determine what
amount represents the "value” of the Government's contribution for the purposc of determining
the Gavernment's proportionate share of the capital cost of the project. The fact that Congress
imposed a statutory percentage limitation, as opposed to 2 strict dollar amount limitation, on the
amount of the Govermment's investment under section 2875, indicatcs a clcar congressional
purpose to measure the propartionate cantribution of the Federal Government to the whole
project. It is the opinion of this office that in order to cffectuste that clear congressional purpose,
the wmount included in the numerator 1o deotermine the porcentage contribution by the
Govemnment should be the same amount as that sdded to the denaminatar to reflect the
Government's contribution when calculating total capital costs. Sincc the amount added to the
denominator i3 statuterily established as the adjusted basis of the contributad sexets. the "valus"
of the federal contribution must also be the adjusted basis of the contributed assets.  _

In conclusion, when:the Governnient cortveys Iand or facilities as a part of its investment
under 10 U.S.Co-22875; and those assets are part of the project that the partnership. will undertake,
the adjuated bagis of those assets is properly included in the capital cost of the projeqt.
Purthermore, the Government's basis in thosc asscts properly represents the vahlue of guch assets
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for the purpose of determining the Govemment's proporticnate share of the capital cost of the
project. .

If you have any further questions on this matter, fecl free to contact me at 703-693-4842,

Nicole D. Bayert
Associste General Counscl
(Bnvironmen! & Installations)




